Introduction
The UK was one of the first countries in the world to develop formal private pension arrangements (beginning in the 18th century) and was also one of the first to begin the process of reducing systematically unfunded state provision in favour of funded private provision (beginning in 1980) . This explains why the UK is one of the few countries in Europe that is not facing a serious pensions crisis. The reasons for this are straightforward: state pensions (both in terms of the replacement ratio and as a proportion of average earnings) are among the lowest in Europe, the UK has a long-standing funded private pension sector, its population is ageing less rapidly than scheme or to a personal or stakeholder pension scheme that has been contracted out of S2P. In such cases both the individual and the employer contracting out receive a rebate on their NICs (1.6 per cent of earnings for the employee and 3.5 per cent for the employer, unless it operates a contracted-out money-purchase scheme (COMPS), in which case the employer rebate is 1.0 per cent) 6 and the individual foregoes the right to receive a S2P pension. However, there is no obligation on employers to operate their own pension scheme, nor, since 1988, is there any contractual requirement for an employee to join the employer's scheme if it has one.
There is a wide range of private sector pension schemes open to individuals. They can join their employer's occupational pension scheme (if it has one), which can be any one of the following:
-contracted-in salary-related scheme (CISRS) -contracted-in money-purchase scheme (CIMPS) -contracted-out salary-related scheme (COSRS) -contracted-out money-purchase scheme (COMPS) -contracted-out mixed-benefit scheme (COMBS) -contracted-out hybrid scheme (COHS).
A CISRS is a defined benefit (DB) scheme that has not been contracted out of S2P and so provides a salary-related pension in addition to the S2P pension.
A CIMPS provides a defined contribution supplement to the S2P pension. A COSRS must satisfy a 'reference scheme test' in order to contract out of S2P, namely provide a pension for life from age 65 which is indexed to inflation up to a maximum of supplementary pensions are provided by the state, employers and private sector financial institutions, the so-called three pillars of support in old age. The main choices are between: a state system that offers a pension that is low relative to average earnings, but which is fully indexed to prices after retirement; an occupational system that offers a relatively high level of pension (partially indexed to prices after retirement up to a maximum of 5 per cent p.a.), but, as a result of poor transfer values between schemes on changing jobs, only to workers who spend most of their working lives with the same company; and a personal pension system that offers fully portable (and partially indexed) pensions, but these are based on uncertain investment returns and are subject to very high set-up and administration charges, often inappropriate sales tactics, and very low paid-up values if contributions into the plans lapse prematurely. Employees in the UK in receipt of earnings subject to National Insurance contributions (NICs) will build up entitlement 1 both to the BSP 2 and, on 'band earnings' between the lower earnings limit (LEL) and the upper earnings limit (UEL), 3 to the pension provided by the State Second Pensionschemes, but with lower unit costs because of the savings on up-front marketing and administration costs. A SPS is a low-cost PPS with charges capped at 1 per cent p.a. of the fund value and into which contributions of up to £3,600 p.a. can be made irrespective of whether the SPS member has made any net relevant earnings during the year. 7 In 1996, the UK workforce totalled 28.5m people, of whom 3.3m were self-employed. 8 The pension arrangements of these people were as follows: 9 -7.5m employees in SERPS (now S2P) -1.2m employees in 110,000
contracted-in occupational schemes -9.3m employees in 40, 000 contracted-out occupational schemes (85 per cent of such schemes are salary-related, although 85 per cent of new schemes started in 1998 were money purchase or hybrid) -5.5m employees in personal pension schemes -1.7m employees without a pension scheme apart from the BSP -1.5m self-employed in personal pension schemes -1.8m self-employed without a pension scheme apart from the BSP.
These figures indicate that 72 per cent of supplementary pension scheme members in 1996 were in SERPS or an occupational scheme and 28 per cent were in PPSs.
10 Table 1 shows the sources of retirement income in 1997-98. A single person had total retirement income averaging 43 per cent of national average earnings (NAE). Nearly two-thirds of this came from state benefits and another quarter came from occupational pensions: personal pensions provided only about 5 per cent of total retirement income for the average person. 11 5 per cent p.a. where the starting pension is calculated by taking a minimum of 1/80th of the average salary over the three years prior to retirement for each year of service in the scheme up to a maximum of 40 years' service. A COMPS must have contributions no lower than the contracted-out rebate. A COMBS can use a mixture of the reference scheme test and the minimum contributions test to contract out of S2P, while a COHS can provide pensions using a combination of salary-related and money purchase elements. Individuals can also top up their schemes with additional voluntary contributions (AVCs) or free-standing additional voluntary contributions (FSAVCs) up to limits permitted by the Inland Revenue.
As an alternative, individuals have the following individual pension choices that are independent of the employer's scheme:
-personal pension scheme (PPS) -group personal pension scheme (GPPS) -stakeholder pension scheme (SPS).
A PPS is divided into two components. The first is an appropriate personal pension scheme (APPS) which is contracted out of S2P and provides 'protected rights' benefits that stand in place of S2P benefits: they are also known as minimum contribution or rebate-only schemes since the only contributions permitted are the combined rebate on NICs with the employee's share of the rebate grossed up for basic rate tax relief (at 22 per cent). The second is an additional scheme, also contracted out, that receives any additional contributions up to Inland Revenue limits. A GPPS is a scheme that has been arranged by a small employer with only a few employees: it is essentially a collection of individual (b) the spouse's pension was cut from 100 per cent of the member's pension to 50 per cent from October 2001 (Social Security Act 1986); (c) the revaluation factor for band earnings was reduced by about 2 per cent p.a. (Pensions Act 1995); the combined effect of all these changes was to reduce the value of SERPS benefits by around two-thirds.
4 Provided a 'special bonus' in the form of an extra 2 per cent National Insurance rebate for all PPSs contracting out of SERPS between April 1988 and April 1993 (Social Security Act 1986); provided an incentive between April 1993 and April 1997 in the form of a 1 per cent age-related National Insurance rebate to members of contracted-out PPSs aged 30 or more to discourage them from recontracting back into SERPS; age-related National Insurance rebates continued in a revised form after April 1997 (Social Security Act 1993). 5 Relaxed the restriction on PPSs that an annuity had to be purchased on the retirement date, by introducing an income drawdown facility which enabled an income (of between 35 and 100 per cent of a single life annuity) to be drawn from the pension fund
The reforms since 1980
Thatcher-Major reforms to the pension system
The Thatcher Conservative Government that came into power in 1979 became the first government in the developed world to confront head on the potential crisis in state pension provision. The reforms were continued by the succeeding Major Government. These Governments introduced measures which did the following.
1 Linked the growth rate in state pensions to prices rather than NAE, thereby saving about 2 per cent p.a. 
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Notes:
a Includes incapacity benefit, housing benefit, council tax benefit etc;
Defects in the Thatcher-Major reforms
The main defects of the Thatcher-Major reforms were as follows.
1 Removing the requirement that membership of an occupational pension scheme could be made a condition of employment. Membership was made voluntary and new employees had to take the active decision of joining their employer's scheme: barely more than 50 per cent of them did so. 2 No requirement to ensure that transferring from an occupational to a personal pension scheme was in the best interests of the employee, leading directly to the personal pensions mis-selling scandal that erupted in December 1993. Between 1988 and 1993, 500,000 members of occupational pension schemes had transferred their assets to personal pension schemes following high pressure sales tactics by agents of PPS providers. As many as 90 per cent of those who transferred had been given inappropriate advice. Miners, teachers, nurses and police officers were among the main targets of the sales agents. Many of these people remained working for the same employer, but they switched from a good occupational pension scheme offering an index-linked pension into a PPS towards which the employer did not contribute and which took 25 per cent of the transfer value in commissions and administration charges. An example reported in the press concerned a miner who transferred to a PPS in 1989 and retired in 1994 aged 60. He received a lump sum of £2,576 and a pension of £734 by his new scheme. Had he remained in his occupational scheme, he would have received a lump sum of £5,125 and a pension of £1,791.
(which otherwise remains invested in earning assets) and delaying the obligation to purchase an annuity until age 75 (Finance Act 1995). 6 Enabled members of occupational pension schemes to join personal pension schemes (Social Security Act 1986). 7 Simplified the arrangements for occupational schemes to contract out of SERPS by abolishing the requirement for occupational schemes to provide guaranteed minimum pensions (GMPs): since April 1997, COSRSs had to demonstrate only that they satisfy the reference scheme test (Pensions Act 1995). 8 Ended its commitment to pay for part of the inflation indexation of occupational schemes (Pensions Act 1995). Until April 1997, COSRSs had to index the GMP up to an inflation level of 3 per cent p.a. and any additional pension above the GMP up to an inflation level of 5 per cent p.a. Since the GMP replaced the SERPS pension which was itself fully indexed to inflation, the Government increased an individual's state pension to compensate for any inflation on the GMP above 3 per cent p.a. But the 1995 Act abolished the GMP altogether and required COSRSs to index the whole of the pension that they pay up to a maximum of 5 per cent p.a. (this is known as limited price indexation). 9 Improved the security of the assets in private sector schemes through the creation of the Occupational Pensions Regulatory Authority (Opra), a compensation fund operated by the Pension Compensation Board (PCB), a minimum funding requirement (MFR) and a Statement of Investment Principles (SIP) (Pensions Act 1995); Opra, the PCB and the MFR are examined in more detail below.
pensions' (December 1998) turned out to be much less radical than initially anticipated, but nevertheless continued with the Thatcher Government's agenda of attempting to reduce the cost to the state of public pension provision, and of transferring the burden of provision to the private sector through the introduction of SPSs. Nevertheless, there was much greater emphasis on redistributing resources to poorer members of society than was the case with the Conservatives. Shortly after the publication of the Green Paper, the Treasury issued a consultation document on the type of investment vehicles in which stakeholder pension contributions might be invested. These proposals will be examined in turn.
The DSS proposals
The key objectives of the DSS Green Paper were as follows: 12 Despite the financial incentives given to contract out of SERPS into PPSs, it turned out to be advantageous for men over 42 and women over 34 to contract back into SERPS once the period of the special bonus had ended in 1993. To discourage this from happening the government has been forced to offer additional age-related rebates to PPS members since 1993. Far from saving the Government money, the net cost of PPSs during the first ten years was estimated by the National Audit Office to be about £10bn.
The Blair reforms to the pension system
The Blair New Labour Government came into power in 1997 with a radical agenda for reforming the welfare state. In the event, Frank Field, appointed the first Minister for Welfare Reform at the Department of Social Security (DSS) and charged with the objective of 'thinking the unthinkable', proved to be too radical for the traditional Old Labour wing of the Labour Party and was soon replaced. The eventual DSS Green Paper proposals 'A new contract for welfare: Partnership in -modernise the system, by abolishing the weekly means-test, and moving more into line with the tax system which is based on an annual cycle, thus paving the way for further tax and benefit integration in the future.
SERPS was replaced by a new S2P in April 2002: the S2P was initially earnings-related but from April 2007 becomes a flat-rate benefit, even though contributions are earnings-related, a feature that is intended to provide strong incentives for middle-and high-income earners to contract out. The S2P:
-ensures that everyone with a complete work record receives combined pensions above the MIG -gives the low paid earning below £9,500 p.a. twice the SERPS pension at £9,500 p.a. (implying that the accrual rate is 40 per cent of £9,500 rather than the 20 per cent under SERPS) -gives a higher benefit than SERPS between £9,500 and £21,600 p.a.
(average earnings in 1999) -leaves those earning over £21,600 p.a. unaffected (with an accrual rate of 20 per cent) -uprates these thresholds in line with national average earnings -provides credits for carers (including parents with children under 5) and the disabled.
Stakeholder pensions
New SPSs were introduced in April 2001, but are principally intended for middle-income earners (£9,500-£21,600) with no existing private pension provision. They can be used to contract out of S2P. They are collective arrangements, provided by:
-an employer unfunded state second pension), and -provided by the private sector for middle-and high-income earners, with the option of new low-cost defined contribution stakeholder pensions which are likely to replace high-cost personal pensions. But there will be no extra compulsion to save for retirement at the second pillar and no additional incentives over those already existing at the second pillar.
The Green Paper proposals formed the basis of the Welfare Reform and Pensions Act which received the Royal Assent in November 1999. The Act deals with following issues.
State pensions
A minimum income guarantee (MIG) of £75 per week was introduced for pensioners in April 1999: it is means-tested on a weekly basis (and tapers off if the claimant's capital exceeds a specified limit) and is indexed to earnings. The MIG significantly increased the benefit income of the poorest pensioners, creating a new, higher income threshold below which pensioners with no or little savings should not fall. In October 2003, the Government introduced the pension credit (PC), 13 the aim of which is not just to end the penalty on savings, but, for the first time, to reward savings. The PC, which is untaxed, is designed to make up the difference between the income a pensioner receives from all existing sources (including private pensions and savings) and the MIG. The PC will: 
Occupational pensions
Occupational schemes can contract out of the S2P. Employers can again make membership of an occupational scheme a condition of employment, and employees are only allowed to opt out if they have signed a statement of rights being given up, certified that they have adequate alternative provision, and have taken advice that confirms that the alternative is at least as good as the S2P. The compensation scheme established by the 1995 Pensions Act was extended to cover 100 per cent of the liabilities of pensioners and those within ten years of normal pension age (NPA).
Personal pensions
PPSs can contract out of the S2P. They receive protection in cases of the bankruptcy of the member.
HM Treasury proposals
The Treasury proposals were contained in 'Helping to Deliver Stakeholder Pensions: Flexibility in Pension Investment' (February 1999). They called for the introduction of more flexible investment vehicles for managing pension contributions, not only those in the new -a representative or membership or affinity organisation, or -a financial services company.
They are defined contribution (DC) schemes, with the same restrictions as for personal pensions, namely that on the retirement date up to 25 per cent of the accumulated fund may be taken as a tax-free lump sum, the remaining fund may be used to buy an annuity or to provide a pension income by way of a drawdown facility until age 75 when an annuity must be purchased with the remaining assets.
They have to meet minimum standards, known as CAT marks (for charges-access-terms) concerning: -the charging structure and level of charges (a maximum of 1 per cent of fund value) -levels of contractual minimum contributions (£20) -contribution flexibility and transferability (no penalties if contributions cease temporarily (up to five years) or if the fund is transferred to another provider).
The main provisions of the Pensions Act 1995 apply to SPSs, covering the annual report and accounts, the appointment of professional advisers and the Statement of Investment Principles. They are regulated principally by Opra, although the selling of schemes and the supervision of their investment managers is regulated by the Financial Services Authority (FSA), with the Pensions Ombudsman for redress. Employers without an occupational scheme and with at least five staff must offer access to one 'nominated' SPS and to provide a payroll deduction facility.
There is a new integrated tax regime for all defined contribution pension plans. SPSs, personal pension plans and to earnings. Now the Government explicitly rejected this on the grounds of both cost 14 and the fact that it would benefit the high-paid as well as the low-paid, whereas the Government's emphasis was on helping the low-paid. But the problem with keeping the BSP linked to prices rather than to earnings is that it will continue to fall relentlessly as a proportion of NAE: it is currently just 17 per cent of NAE and will fall to well below 10 per cent by 2025. While the Government admits that this will save substantial sums of money, it implies the Government is effectively abandoning the first pillar of support in old age and obliging everyone to rely on the second and third pillars. The Green Paper talked about building on the BSP, but this implies building on a sinking ship.
If the Government is genuinely concerned about security at the minimum level for all, it should consider funding the first pillar appropriately by establishing an explicit fund (like the Social Security Trust Fund (SSTF) in the USA) into which it places the NICs of those who are in work, while the Government itself funds the contributions of the low-paid, carers and the disabled. 15 The contribution rate could be actuarially set to deliver the MIG for all when they retire. It could be a hypothecated part of NICs. In other words, the contributions would accrue 'interest' equal to the growth rate in NAE. The state could explicitly issue NAE-indexed bonds which the SSTF would buy. This is the only honest way both of preserving the value of and honouring the promises under the first pillar. The second and third pillars could then be formally integrated with the first pillar, ie the second pillar is used to deliver the tranche of pension between the MIG and the Inland Revenue limits, while the third pillar is used for voluntary arrangements above the Inland stakeholder pension schemes, but also those in occupational and personal pension schemes. These investment vehicles were given the name individual pension accounts (IPAs 
Assessment of the Blair reforms
The Welfare Reform and Pensions Act, while containing some significant improvements on the existing system, does not fully meet the Green Paper's own objectives. 18 are much higher than the 1 per cent p.a. CAT-marked limit on SPSs. There may be a range of providers of SPS to begin with, but the only way for a provider to survive in the long run will be if it operates at low unit cost on a large scale. This will inevitably lead to mergers among providers and a final equilibrium with a small number of very large providers.
Existing personal pension providers and distribution channels face these challenges: The fact that membership of pension schemes at the second pillar remains voluntary, is highly worrying for reasons of myopia and moral hazard. Compulsory contributions are seen as one way of dealing with individual myopia and the problem of moral hazard. Myopia arises because individuals do not recognise the need to make adequate provision for retirement when they are young, but regret this when they are old, by which time it is too late to do anything about it. Moral hazard arises when individuals deliberately avoid saving for retirement when they are young because they calculate that the state will feel obliged not to let them live in dire poverty in retirement. Inevitably, this will lead to substantial means testing in retirement.
In short, while the Welfare Reform and Pensions Act has some good points, it fails three tests set by Frank Field for a good state pension system: it is not mandatory, it is not funded and it remains means-tested. 16, 17 Reforms to private pensions The Government's proposal to have a maximum charge of 1 per cent of fund value on SPSs will have two dramatic effects on private sector pension provision, especially PPSs.
The first is that it will help to force economies of scale in DC pension provision. This is because stakeholder pensions will be a retail product with wholesale charges. To deliver this product effectively, providers will need to exploit massive economies of scale. Charges for personal pension schemes which prior to the introduction of stakeholder pension schemes averaged 1.4 SERPS was an incredibly complex pension system that very few pensions professionals fully understood, let alone members of the general public. While there was comment in the media at the time of these changes to SERPS, very little of this seems to have permeated the consciousness of the mass of the population and the extent of the changes was little understood. Thirdly, the changes were introduced with a time lag of 15 to 20 years, so it was easy for everyone to forget about them.
Even when changes were introduced immediately, such as the switch in the uprating of the state pension from earnings to prices, the immediate difference was relatively small and most people failed to realise how small differences can compound into large amounts over time. 19 A final explanation lies in the fact that state pension provision is much less important for most people in the UK than on the continent, and those for whom it is important, namely the low-paid, have little political influence.
The situation on the continent is rather different. State pensions provide a much higher replacement ratio than in the UK and social solidarity appears to be a more important objective than it is in the UK. As a consequence, it is much harder to alter pension arrangements on the continent, even if the political will to do so is strong, which it clearly is not.
The legal structure of and regulatory framework for occupational pension schemes
The trust fund
Most occupational pension schemes in the UK have been set up as pension trust funds. A trust is a legal relationship between individuals and assets, by which big advantage that they can be cashed in tax free at any time, thereby avoiding the need to purchase a pension annuity on the retirement date.
The second benefit is that it will effectively force stakeholder pension funds to be passively managed, since active management would result in a charge higher than 1 per cent. As demonstrated below, active fund managers have not demonstrated that they can systematically deliver the superior investment performance that justifies their higher charges. Further passively-managed mutual funds in the USA, such as Vanguard (which are similar investment vehicles to PPIs), have charges below 0.3 per cent.
The political economy of pension reform
How has it been possible for UK Governments to reduce the size of state pension provision without significant political protest when similar attempts to do so on the continent have led to street protests and strikes (eg in Italy in November 1994 and France in November 1995)?
Consider the SERPS pension. When it was first introduced in 1978, it offered a pension of 25 per cent of the best 20 years of band earnings revalued to the retirement date by increases in national average earnings, with a 100 per cent spouse's pension. Within a quarter of a century, the value of these benefits had been reduced by two thirds before the scheme was abandoned altogether. How has this been achieved so peaceably? There are three main explanations. First, SERPS had only been established a few years before changes to it started being made, so very few people were drawing the pension and little loyalty for the scheme had accumulated. Secondly, pension scheme must be established under irrevocable trust, with the employee being a beneficiary under the trust, and the employer being a contributor. However, the word 'irrevocable' is not crucial, since the trust deed can provide for the alteration and winding-up of the scheme. But the sole purpose of the scheme must be to provide 'relevant benefits' in respect of service as an employee, where benefits are defined as pensions and lump sums payable on or in anticipation of retirement or on death. The benefits must be made available to the member or widow/er, children, or dependants. Most trusts have limitations on their durations under the 1963 Perpetuities and Accumulations Act. However, occupational pension schemes are exempted from these limitations where they have received exempt approval from the Inland Revenue (under section 163 of the 1993 Pensions Schemes Act).
The pension scheme must also appoint an administrator to manage the scheme. Under the 1970 Finance Act, the administrator must be a resident of the UK. Typically the trustees, so long as they are resident in the UK, are appointed as administrator to the scheme.
The Occupational Pensions Regulatory Authority
The 1995 Pensions Act established the Occupational Pensions Regulatory Authority (Opra) as the regulatory authority for the pensions industry. It is financed by an annual levy on pension schemes. Opra took over most of the responsibilities of the Occupational Pensions Board (OPB) which had been set up under the 1973 Social Security Act to monitor scheme rules on the preservation of benefits for early leavers, equal access and contracting-out requirements. The 1995 Act transferred assets provided by one individual (the settlor) are held by another group of individuals (trustees) for the benefit of a third group of individuals (the beneficiaries). The interests of the beneficiaries are set out in the trust deed. If the trust is a discretionary trust, the trustees have the freedom of action to dispose the income and capital of the trust as they see fit. The trust serves three functions: it is the primary source of payment of pension entitlements; it is a security for payment; and it is a vehicle for the collective protection and enforcement of the rights of individual scheme members. The first scheme to adopt this legal vehicle was that of Colmans, the mustard manufacturer, in 1900.
There are several reasons why a trust fund came to be preferred to a statutory fund, its main alternative. A trust fund was much cheaper to set up than a statutory fund. It was also much more flexible: the trust deed could be drawn up in virtually any way that suited the employer, and the employer could ensure effective control of the fund through his appointment of the trustees. Nevertheless, a trust is also a useful vehicle for protecting pension benefits. This is because a trust is a means of attaching to assets the interests of a wide class of beneficiaries, including those not yet born. The presence of a trust also separates the assets of the trust from those of the employer, a valuable feature in the case of default.
Since trust law had not originally been established to validate pension schemes, it soon became necessary to put the arrangements on a formal basis. This was done in the Superannuation and Other Trust Funds (Validation) Act of 1927, which permitted the formal validation of trust funds.
In order to receive exempt approved status from the Inland Revenue, a -apply for a court injunction to prevent the misuse or misappropriation of scheme assets; -apply for a court order requiring the restitution of scheme assets where it is satisfied that they have been misappropriated, eg where scheme assets have been loaned to the employer in contravention of legal requirements; -direct trustees to pay members' benefits, eg where an employer deducts pension contributions from earnings but does not pass them on to the scheme; -require the production of any document relating to a particular pension scheme from a trustee, manager, professional adviser or employer; -enter premises where scheme members are employed, or where documents relating to scheme members are kept, or where the administration of a pension scheme is carried out, and to question any person on those premises who may be able to provide relevant information.
The Pensions Act requires every pension scheme to appoint an auditor and an actuary. The Act imposes a specific obligation on the auditor and actuary to report to Opra if they have 'reasonable cause' to believe that there has been a breach of duty relevant to the scheme's administration by the employer, trustees, administrator or a professional adviser. The auditor and actuary are protected from any claim of breach of privilege if they 'blow the whistle' but face civil penalties or even disqualification if they fail to meet these requirements. The Act also requires the appointment of a professional fund manager where a scheme has investments regulated by the 1986 Financial Services Act. The auditor, actuary and fund manager are classified as the contracting-out arrangements to the National Insurance Contributions Office (NICO) of the Inland Revenue and disbanded the OPB. Opra has extensive powers, including the power to:
-remove or suspend a trustee where there has been a 'serious or persistent breach' of his or her duties, where proceedings have been commenced against him or her for an offence involving dishonesty or deception, where a bankruptcy petition has been presented against him or her, or where an application has been made to disqualify him/her as a company director; -appoint a new trustee if an existing trustee has been removed or disqualified under the Pensions Act, or in order to secure 'the proper administration of the scheme' or 'the proper use or application of the assets of the scheme'; -wind-up schemes if it is satisfied that the scheme ought to be replaced by a different scheme, that the scheme is no longer required, or that a winding-up is necessary to protect the interests of the generality of the scheme members; -modify schemes to enable a scheme to reduce or eliminate a statutory surplus, to enable surplus assets to be distributed to the employer in the case where a scheme is being wound-up, or to enable a scheme to be contracted out during a prescribed period; -impose civil penalties for misconduct, eg making a payment to the employer from the scheme assets contrary to s. 37, or failure to obtain an actuarial valuation and certificate in accordance with s. 57, or failure to maintain a payment schedule or make a statement of investment principles; beneficiaries and to act impartially between the interests of different classes of beneficiaries. They have to act in accordance with the trust deed and rules of the scheme, within the framework of trust law and the statutory regulations of Opra. They also have to act prudently, conscientiously, honestly, and with the utmost good faith. But there are no specific rules on the number of trustees or for the scheme to have an independent trustee. There is also no requirement for a trustee to have any special training or to meet any professional standard. It is possible for the trustee to be a limited company: indeed more than half of existing pension schemes have corporate trustees (although most of these are not independent of the employer).
Trustees have a fiduciary duty under the 1961 Trustee Investments Act to preserve the trust capital and to apply the capital and its income according to the trust deed. This means that trustees are ultimately responsible for the safe custody of scheme assets and for ensuring that the benefits provided under scheme rules are duly delivered to scheme members. Trustees generally have wide investment powers, including powers to borrow. Indeed, the failure to invest, or at least place funds on deposit, might make trustees liable to make up the lost income. Scheme members can sue for compensation if they suffer loss as a result of negligence by trustees under the 1925 Trustee Act.
Trustees (and their investment advisers) also have to abide by the Financial Services Act 1986. It is a criminal offence to carry on investment business in the UK unless either authorised to do so or exempted from the provisions of the Act. Pension fund managers are regulated by the Financial Services Authority (FSA) (formerly IMRO -the Investment Managers Regulatory 'professional advisers' under the Pensions Act and will have to be members of a recognised professional body. There is no requirement under the Act to appoint a legal adviser. However, legal advisers to a pension scheme are exempt from the requirement to blow the whistle on the traditional grounds of legal professional privilege, except where there is reason to believe that the pension scheme is being used for money laundering purposes.
The Act also established the Pensions Compensation Board (PCB) to administer a compensation scheme. Certain conditions will need to be met before the compensation provisions apply:
-the scheme must be established under trust -the employer must be insolvent -the value of the scheme assets must have been reduced as a result of an illegal act and, in the case of a salary-related scheme, to less than 90 per cent of the value of the liabilities.
The amount of any compensation is determined by regulations, but will not exceed 90 per cent of the loss at the application date and, in the case of a salary-related scheme, will be limited to whatever is necessary to restore the scheme to a 90 per cent solvency level. The PCB has power to make drip-feed payments to a defrauded scheme in an emergency situation where it accepts that there are grounds for compensation and where the trustees would not otherwise be able to make pension payments. The scheme will be financed by a special levy on occupational pension schemes imposed after the compensatable event has taken place.
Trustees
The role of the trustees is to operate the pension scheme in the best interests of its company director. The assets of the scheme cannot be used to pay a fine imposed on a trustee; previously scheme assets could be used to indemnify a trustee who inadvertently committed a breach of trust. Thirdly, the Act allows for the appointment of member-nominated trustees (MNTs) unless scheme members have specifically voted against this. Once appointed, MNTs can only be removed with the agreement of all other trustees; previously, the employer had the exclusive power to appoint and remove trustees. Where the appointment of MNTs has been approved, the scheme's membership is entitled to elect one-third of the total number of trustees, with a minimum of two MNTs for large schemes and one in schemes with fewer than 100 members. The MNT does not have to be a scheme member, although the employer has the power to block the appointment of a non-scheme member of whom he does not approve; however, the employer cannot block the appointment of a scheme member who has been elected. A scheme member includes any 'active, deferred, or pensioner member' of the scheme. MNTs have the same fiduciary responsibilities as other trustees to act in the best interests of all members.
Fourthly, the Act imposes on trustees a duty of care to invest the assets of the fund in an orderly and correct manner. Section 33 prohibits the trust deed or rules from restricting a trustee's liability where that duty of care is not properly observed. Section 34 gives pension trustees a general power to make investments 'of any kind as if they were absolutely entitled to the assets of the scheme'. Trustees are, however, permitted to delegate authority to a fund manager. In the case of a discretionary fund manager, with powers to make Organisation). Under s. 19 of the Act, trustees who are not involved in daily investment decision-taking for their schemes do not have to be regulated under the Act. However, the FSA makes regular inspection visits to occupational pension schemes. In general, it finds that most schemes are well-run, although some schemes have been criticised for inadequate record-keeping and failing to ensure that administrative staff are properly trained.
Trustees have substantial discretion over who benefits in the event of a member dying, especially if the member was unmarried or had no one who was financially dependent on him or her. If, for example, a man was married (even if the wife was financially independent) or had parents, or children up to the age of 18 who were financially dependent on him, the case would be clear-cut: they would receive a widow's or dependant's pension. If the man had a financially independent common-law wife, the case is also clear-cut: the common-law wife would not receive a widow's pension. If, however, the common-law wife was financially dependent, she might receive a pension at the trustees' discretion.
There is no restriction on who receives the tax-free lump sum in the event of death in service. It can go to whoever is nominated by the member. If no one is nominated and there are no dependent relatives, it will go into the member's estate and be taxed.
The 1995 Pensions Act had a major impact on trustees. First, it placed all trustees under the supervision of Opra. Secondly, it specified who could not serve as a trustee. For example, a scheme auditor or actuary cannot serve as a trustee. Neither can 'unsuitable persons' such as anyone who has been convicted of an offence involving dishonesty or deception, an undischarged bankrupt, or any person disqualified from acting as a one-size-fits-all structure and in March 2001, the government announced that it would replace the MFR with a funding standard that was scheme-specific. Each of these funding standards will be considered in turn.
The MFR
The MFR came into effect in April 1997. It applied to all occupational schemes except occupational money purchase schemes, public service schemes established by statute, local government schemes, schemes with a government guarantee and unapproved schemes. It obliged schemes subject to MFR to ensure that 'the value of the assets of the scheme are not less than the amount of the liabilities of the scheme'. The procedure for doing this were set out in the Occupational Pension Schemes (Minimum Funding Requirement and Actuarial Valuations Regulations) 1996 (SI 1996/1536) and Guidance Note 27 from the Institute and Faculty of Actuaries.
Trustees subject to MFR were obliged to prepare and maintain a schedule of contributions indicating the rate of both employer and member contributions and the dates on which the contributions had to be paid into the fund. The actuary had to give an opinion on whether the contributions were 'adequate for the purpose of securing that the minimum funding requirement will continue to be met throughout the prescribed period [the next five years] or, if it appears to him that it is not met, will be met by the end of that period'.
A 'serious underprovision' arose in the case where the scheme's assets were less than 90 per cent of its liabilities. The employer was required to make up the difference to 90 per cent through a cash injection or other means such as a bank letter of credit for the amount of shortfall and for the life of the schedule of day-to-day investment decisions, the trustees will not normally be held responsible for any act or default of the fund manager, as long as they have taken all reasonable steps to satisfy themselves that the manager 'has the appropriate knowledge and experience for managing the investments of the scheme'. In the case of other types of fund manager, the trustees will normally be held responsible for any act or default by them.
Fifthly, the Act requires trustees to prepare and maintain a Statement of Investment Principles (SIP). The SIP specifies the strategic objectives of the pension fund and must cover the following issues:
-the kinds of investments held -the balance between different kinds of investments -risk and the need for the diversification of investments -expected return on investments -the realisation of investments.
In preparing the SIP, the trustees are required to take written advice from 'a person who is reasonably believed by the trustees to be qualified by his ability in and practical experience of financial matters and to have the appropriate knowledge and experience of the management of the investment of such schemes'.
Finally, trustees are required to introduce arrangements for resolving internal disputes between scheme administrators and scheme members.
The minimum funding requirement and scheme-specific funding standard
The minimum funding requirement (MFR) was introduced by the 1995 Pensions Act in response to the Maxwell scandal. 20 However, there was almost immediate criticism of its inflexible, proposals were recommended by the 2001 Myners review of institutional investment. 20 The new standard is expected to come into force in 2005.
Trustees and their advisers will be required to take a view on the appropriate funding and investment of the scheme in the light of the scheme's specific circumstances and those of the sponsoring employer. Associated with this will be a strong regime of transparency and disclosure. The trustees and advisers of each scheme will be required to publish a scheme-specific funding statement which 'sets out in a clear and straightforward way how it sees its liabilities growing over time and how, through contributions to the fund and growth in the value of the assets through investment returns, it proposes to meet its liabilities'. The funding statement will specify: -the funding objectives for the scheme -the fund's investment policy and projected returns on its assets -assumptions for projecting its liabilities, including the range of economic scenarios considered -a contribution schedule agreed by the trustees and the employer.
The statement will be drawn up assuming that the employer will continue in existence, that is, on a long-term or ongoing basis, and the trustees will be required to assess and report on the strength of the employer's covenant. The employer is therefore expected to be fully involved in discussions about funding and investment plans, and in agreeing the required contribution rates.
Interested parties, such as scheme members, their representatives (such as trade unions and pensioner support groups), and the company's shareholders, can scrutinise the scheme's funding and investment plans and assess whether they are realistic and appropriate.
contributions. The employer had to restore the scheme's solvency level to 90 per cent within three years of the serious underprovision being discovered. Where the solvency level was between 90 and 100 per cent, it had to be restored to 100 per cent and so satisfy the MFR by the end of the current schedule of payments, namely five years.
A number of problems emerged with the MFR:
-it did not guarantee that the pension would be paid in full: a pension fund that fully meets the MFR might only have funds sufficient to purchase around 70 per cent of the pensions due to active members if the sponsor becomes insolvent, mainly because the claims of retired members are met first -it was highly sensitive to the way in which pension liabilities were valued -it restricted pension funds from investing in an optimal mix of assets, by encouraging pension fund managers to reduce their weighting in 'volatile' asset categories such as equities.
The Faculty and Institute of Actuaries, in its 2000 publication 'Review of the Minimum Funding Requirement', concluded that the MFR 'cannot be made to work as a statutory standard'. It accepted that there was an 'inherent conflict between the MFR which imposes a risk of short-term fluctuations in funding requirements and the long-term asset allocation to produce the best financial results for pension fund members'.
A scheme-specific funding standard
In March 2001, the Government announced that it would replace the one-size-fits-all MFR with a long-term, scheme-specific funding standard. 21 These
The Government argues that: 'These proposals will provide protection for members of all defined benefit schemes and will encourage an intelligent and thought-through approach to planning investment and contributions policy. They do not distort investment as the MFR does, because they do not involve the valuation of liabilities using statutory reference assets which create artificial incentives for schemes to invest in those assets. Employers that wish to go on offering defined benefit schemes will find it easier to do so under these proposals. At the same time, the proposals will make it more difficult for those that wish to walk away from the pension promises that they have made.'
The accounting framework for occupational pension schemes
Financial Reporting Statement 17
In November 2000, the Accounting Standards Board (ASB) issued a new Financial Reporting Standard ('Financial Reporting Standard 17 -Retirement Benefits') with the objective of replacing SSAP24, the existing accounting standard for reporting pension costs in DB pension schemes. The principal changes are that:
-actuarial gains and losses will be recognised fully and immediately (rather than amortised over a period of up to 15 years) -scheme assets and liabilities will be valued by reference to current market conditions.
The consequence of this could be greater volatility of pension costs year on year and greater volatility in the balance sheet.
Prior to the introduction of SSAP24 (Accounting for Pension Costs) in 1988, Each scheme will have to compare itself against the funding statement on a regular basis. If the scheme finds that it is not adequately funded then it will have to produce a recovery plan for returning the fund to full funding within three years. The key objective is to ensure that the scheme is funded to meet the benefits in full in the long term. The scheme will be required to file the recovery plan with Opra and report annually on progress against it. Opra will have some discretion to allow extensions to the deadline for returning funding to an adequate level, in the light of the specific circumstances of the scheme.
The trustees, actuaries and auditors will have whistleblowing duties to report to Opra if contributions are not paid in accordance with the recovery plan. In particular, the scheme actuary will have a statutory duty of care towards scheme members. This will be particularly important for smaller funds where there may not be people or organisations with the required skill or interest to exercise effective scrutiny of the scheme's funding statement. The actuary will have an explicit duty to consider the implications of funding plans for the scheme members and beneficiaries. The actuary will have a duty to report to Opra if contributions are not being paid according to the funding statement; if there are any delays in drawing up a recovery plan in a scheme that is underfunded; and if contributions to an underfunded scheme are not being paid in line with the recovery plan.
There will also be an extension of the fraud compensation scheme. The level of compensation for fraud will be increased to cover not simply the MFR liabilities as at present, but the full cost of securing members' accrued benefits (or the amount of the loss from fraud, whichever is the lesser).
of gains and losses in the statement of recognised gains and losses, not in the P&L -the financial statements contain adequate disclosures.
FRS17 will have the following effects when it is fully in force for year-ends after 2005.
Scheme assets
Scheme assets will be included at their fair value on the company's balance sheet date. This, in turn, will require an annual update of the scheme's actuarial valuation. The expected return on scheme assets will be calculated as the product of the expected long term rate of return and the market value (at the start of the period).
Actuarial liability
The actuarial liability will be calculated using the projected unit method and an AA corporate bond discount rate, although the actual discount rate used can be based on gilt yields with a constant risk premium of, say, 1 per cent. This rate will generally be lower than that used under SSAP24 which is based on the assumed returns on the pension fund assets and so includes an equity component. The discount rate should be of equivalent currency and term as the scheme liability; however, the ASB argues that 'in theory, different discount rates should be applied to cash flows arising in different periods, reflecting the term structure of interest rates. In practice, acceptable results may be achieved by discounting all the cash flows at a single weighted average discount rate'. 23 The AA corporate bond yield was chosen because this was the yield used in the equivalent US accounting standard, FAS87. FAS87 adopted this particular yield because it matched the asset class employers accounted for pension schemes on a cash basis. Under SSAP24, the profit and loss account is charged with 'regular pension cost' which is designed to be a stable proportion of pensionable pay. Any variations from regular cost are spread forward and charged to profit and loss (P&L) gradually over the average remaining service lives of the employees. Assets and liabilities are reported at actuarial value rather than fair value.
A number of problems emerged with SSAP24:
-too much flexibility in choosing the valuation method and in accounting for the resulting gains and losses -inadequate disclosure requirements and lack of transparency -inconsistency between the pension assets and liabilities in the company's balance sheet and the actual surplus or deficit in the scheme -inconsistent with international accounting standards (eg FAS87 (Employers' Accounting for Pensions) and IAS19 (Accounting for Retirement Benefits in the Financial Statements of Employers)) which had moved towards a market basis for valuing scheme assets.
The objectives of FRS17 are to ensure that:
-the employer's financial statements reflect the assets and liabilities arising from retirement benefit obligations and any related funding, measured at fair value -the operating costs of providing retirement benefits are recognised in the periods the benefits are earned by employees -financing costs and any other changes in the value of the assets and liabilities are recognised in the periods they arise -there will be immediate recognition most cases, the vesting of such improvements is immediate, so the cost is charged immediately to the P&L account without offset against the surplus even if it is funded from a surplus.
Profit and loss account
The P&L charge will be split between: -operating costs: which includes current service costs and past service costs; -financing costs: which includes interest costs (the pension liability discount) and the expected return on assets.
Any overpaid/unpaid contributions are represented as debtor/creditor due within one year.
Actuarial gains and losses
SSAP24 and IAS19 allow differences between actual and expected outcomes to be spread in the P&L over a number of years and to defer a hard core (the 10 per cent corridor) indefinitely. FRS17, in a radical departure from conventional practice, requires immediate recognition of actuarial gains and losses through a new account, the statement of recognised gains and losses (STRGL). The asset returns in the pension fund are divided into two parts which are recognised separately in the P&L and STRGL. The financing item in the P&L will show an expected asset return, which is designed to be reasonably stable over time. The differences between realised and expected asset returns are shown in the STRGL, as are changes in actuarial assumptions and differences between these assumptions and actual experience in respect of the liabilities. A five-year history of these differences is required to enable users of the accounts to assess the accuracy of the forecast returns. that a US insurance company, taking on the liabilities of an insolvent pension plan, would use to invest the scheme's remaining assets. The same yield was subsequently adopted by the International Accounting Standards Committee in IAS19.
At the end of each accounting year, a pension scheme member will have earned an additional year of service: this current service cost is classified as an operating cost in FRS17. Also by the end of the year, the member's pension liability will have risen because it is one year closer to being delivered (this is denoted the interest cost or pension liability discount), but this will be offset by the expected return generated on the assets backing the liability: the difference is denoted the net financing cost in FRS17.
The current service cost will be higher than the regular cost under SSAP24. On the other hand, under FRS17 the discount rate (and hence the interest cost relating to the liability) is likely to be lower than the expected return on scheme assets, so that the net financing cost for the pension scheme is likely to be a credit.
Surplus or deficit
The net defined benefit pension asset or liability, after attributable deferred tax, will be shown after other net assets in the balance sheet. FRS17 limits the surplus recognised by the employer to the amount that the employer could recover through reduced contributions and agreed refunds.
Past service costs
Past service costs arise whenever an improvement in benefits is backdated (eg the award of a spouse's pension). Under SSAP24, they may be set against any surplus, with any excess cost charged to the P&L. With FRS17, they are charged to P&L over the period of vesting. In -the balance sheet shows the deficit or recoverable surplus in the scheme; -the total profit and loss charge is more stable than it would be if the market value fluctuations were spread forward.
The Association of Chartered Certified Accountants (ACCA) argued that the spreading forward of gains/losses over average service lives is better than immediate recognition because of the long-term nature of pension costs, the uncertainty over the estimates of key yields, and the conformity with current international standards (eg IAS19).
Although the various components might be separately disclosed, the ACCA preferred the pension cost to be charged as a single item in operating cost. The FIA argued that, while FRS17 will make 'the respective risks and rewards borne by companies and shareholders more transparent to the shareholders', there would be 'adverse impacts on pension scheme members, because it will introduce new volatility into the assessment of pension costs and liabilities'. As a consequence, sponsors of DB schemes could become more reluctant to improve benefits since these would be immediately reflected in company P&L, even if funded from surplus assets.
The long-term effect of FRS17 on asset allocation is not clear. On the one hand, as in the case of the MFR, the use of a specific discount rate for liabilities (such an AA corporate bond yield) might induce funds to adopt a more bond-based investment strategy. On the other hand, by excluding the impact of equity risk on the P&L, FRS17 provides companies with an incentive to raise the equity component of their pension fund in order to generate higher expected asset return and profit figures. However, anecdotal evidence suggests that pension Assessing FRS17 FRS17 will have three major impacts.
-It will reduce the volatility of the P&L but cannot eliminate it, since changes in realised market rates eventually flow through to the P&L via consequential changes in the long-term expected returns on both assets and AA corporate bonds. -It will increase the volatility of the balance sheet due to the inclusion of the net pension asset or liability and this may trigger loan covenants or borrowing limits. -There will be increased complexity of the financial statements arising from non-cash pension items, eg current service cost and amortisation of past service costs within operating cost, and the unwinding of the pension liability discount and the expected return on assets within financing costs.
International accounting standards deal with this volatility by averaging the market values over a number of years and/or spreading the gains and losses forward in the accounts over the remaining service lives of the employees. But the consequences are that the balance sheet does not represent the current surplus or deficit in the scheme and that charges to P&L are infected by gains and losses that arose many years previously.
With FRS17, the P&L shows the relatively stable ongoing service cost, interest cost and expected returns on assets measured on a basis consistent with international standards. The effects of the fluctuations in market values, on the other hand, are not part of the operating results of the business and are treated in the same way as revaluations of fixed assets, ie are recognised immediately in the STRGL. This has two advantages over the international approach: pension benefit that is defined. In the UK, for example, most DB schemes are arranged by companies and are known as occupational final salary schemes, since the pension is some proportion of final salary, where the proportion depends on years of service in the scheme. A typical scheme in the UK has a benefit formula of one-sixtieth of final salary for each year of service up to a maximum of 40 years' service, implying a maximum pension in retirement of two-thirds of final salary, and with the pension indexed to inflation up to a maximum of 5 per cent per annum (ie limited price indexation). In contrast with a DC scheme, what is defined is the contribution rate into the fund, eg 10 per cent of earnings. The resulting pension depends solely on the size of the fund accumulated at retirement. Such schemes are also known as money purchase schemes. The accumulated fund must be used to buy a life annuity from an insurance company (although in the UK, up to 25 per cent of the fund can be taken as a tax-free lump sum on the retirement date).
DB schemes
DB and DC schemes have different costs and benefits. DB schemes offer an assured (and in many cases a relatively high) income replacement ratio in retirement. People in retirement can expect to enjoy a standard of living that is related to their standard of living just prior to retirement. But this is the case only for workers who remain with the same employer for their whole career. Fewer than 5 per cent of workers in the UK do this: the average worker changes jobs about six times in a lifetime. 25 Every time workers switch jobs they experience a 'portability loss' in respect of their pension entitlement. This is because DB schemes are generally funds are increasing rather than reducing their weighting in bonds in preparation for the introduction of FRS17.
Other objections have been put forward:
-the P&L depends on an assessed or expected figure for asset returns; -there are potentially two different valuation results, the trustees' funding valuation and the company's accounting valuation; companies prefer to align the two types of valuation, if possible using the weaker funding basis, thereby reducing the security of benefits; -despite the greater transparency from using market values, there can be substantially different investment conditions if companies use different measurement dates, even if these dates are only a short time apart; -a pension scheme deficit has to be deducted from distributable reserves, thereby lowering dividend cover and possibly forcing a company to pass a dividend payment. Some commentators have suggested that this is what should happen if companies make a pension promise and do not have the resources to cover it; -the use of the projected unit method to determine pension liabilities is inconsistent with the MFR, even though it gives a more realistic measure of the true eventual liability; -unlike the USA, AA bonds are not a significant investment category in the UK: their weighting was just 7 per cent of the total UK bond market in December 2000.
The risks and returns in funded schemes
There are two main types of funded scheme: the DB scheme and the DC scheme. 24 With a DB scheme, it is the leaver valued in terms of their projected salary at retirement which is likely to be higher. Long stayers are therefore subsidised at the expense of early leavers. In the UK, the portability loss is more commonly known as a 'cash equivalent loss'. For a typical worker in the UK changing jobs six times during their career, Table 2 shows that the portability loss lies between 25 and 30 per cent of the full service pension (ie the pension of someone with the same salary experience but who remains in the same scheme all their working life). Even someone changing jobs once in mid-career can lose up to 16 per cent of the full service pension. It is possible to reduce portability losses by, for example, indexing leaving salaries between the provided by specific employers and when a worker changes jobs they have to move to a new employer's scheme. When they do so, they will either take a transfer value equal to the cash equivalent of their accrued pension benefits with them or leave a deferred pension in the scheme that they are leaving. Accrued benefits are valued less favourably if someone leaves a scheme than if they remain an active member of the scheme. This is because scheme leavers (whether they choose a transfer value or a deferred pension) have their years of service valued in terms of their leaving salary (although this is uprated annually to the retirement date by the lower of the inflation rate or 5 per cent), whereas continuing members will have the same years of service as the early simpler structure). Individual DC schemes in the UK take around 2.5 per cent of contributions in administration charges and up to 1.5 per cent of the value of the accumulated assets in fund management charges. The Institute of Actuaries has estimated that all these costs are equivalent to a reduction in contributions of between 10 and 20 per cent; in contrast, the equivalent costs of running an occupational scheme work out to between 5 and 7 per cent of annual contributions. On top of this, most of the costs associated with an individual DC scheme relate to the initial marketing and set-up. To reflect this, charges are also frontloaded, ie they are extracted at the start-up of a scheme rather than spread evenly over the life of the scheme. In many schemes, much of the first two years of contributions are used to pay sales commissions. This has a dramatic effect in reducing the surrender value of a scheme if contributions cease early on and it is transformed from an ongoing to a paid-up basis. The cumulative effect of these charges in respect of DC schemes is shown in Table  3 . Over a 25-year investment horizon, the average scheme with a full contribution record takes around 19 per cent of the fund value in charges, while the worst scheme provider takes around 28 per cent. 26 There is also evidence of a substantial absence of persistency in regular premium personal pension policies. Table 4 shows that the estimated average lapse rate is 27 per cent after two years and 53 per cent after four years: it is 84 per cent after 25 years (assuming a 6.5 per cent annual average lapse rate after 4 years). The lapse rate-adjusted reduction in contributions for a 25-year policy is 62 per cent: the effective contributions into this scheme for a typical policy holder are just 38p in the £. 27 Further, although individual DC leaving and retirement dates to the growth in real earnings or by providing full service credits on transfers between jobs, but this is not common in the UK (except on transfers between different public sector occupational pension schemes).
There are also risks to the sponsors of DB schemes that have become increasingly apparent in the last few years, in particular, the emergence of large actuarial deficits as a result of falling equity markets and the increasing longevity of pensioners. The first factor has led to a substantial decline on the asset side of the balance sheet of many pension schemes, while the second factor has significantly increased their liabilities. As a consequence of this most DB pension schemes in the UK have closed their doors to new members in an attempt to cap their liabilities (DB schemes are funded on a balance of cost basis, so the employer is obliged to cover any deficit). In their place employers have established DC schemes for new employees since this allows costs to be strictly controlled. But as a result, a number of risks have been transferred to pension scheme members as outlined below.
DC schemes
With DC schemes, it is important to distinguish between the accumulation and decumulation stages.
The accumulation stage
DC schemes have the advantage of complete portability when changing jobs. However, individual DC schemes (such as personal pension schemes) tend to have much higher operating costs than occupational DB schemes (although occupational DC schemes may have lower operating costs than occupational DB schemes on account of their much Moving to a DC scheme involves a 'backloading loss' in addition to the cash equivalent loss incurred when leaving a DB scheme. The backloading loss arises because benefits are backloaded in final salary schemes but not in DC schemes; this follows because salary and therefore accrued benefits generally increase with years of service. Individuals transferring to a DC scheme (with age-independent contributions) forego these backloaded benefits: the marginal benefit from an additional year's membership of a DC scheme is simply that year's contributions (plus the investment returns on these) which are usually a constant proportion of earnings. If the DC scheme happens to be a personal pension scheme then there are also initial and annual charges to pay, plus the possible loss of the employer's contribution. The impact of these factors can be extensive as the above portability losses indicate. 28 Another problem with DC schemes, schemes are portable between jobs, they are not fully portable between scheme providers or even between different investment funds operated by the same provider. Transfers between personal pension scheme providers, for example, can incur charges of between 25 and 33 per cent of the value of the assets transferred. Transfers from DB schemes into DC schemes can cost even more than this. Table 2 shows that, even if a worker changes jobs only once in mid-career and moves out of a DB scheme, he would receive a reduced pension of 71-79 per cent of the full service pension if he moved to an employer-run DC pension (with the same total contribution rate as the DB scheme and no extra charges); 61-68 per cent if he moved to a personal pension scheme (where the employer also contributes); and only 37-44 per cent if he moved to a personal pension scheme (without employer contributions). around 9 per cent of employee earnings compared with 15-18 per cent for occupational DB schemes. Nevertheless, administration costs are much lower with occupational DC schemes than with personal pension schemes, so even if employers made the same contribution into an employee's personal pension scheme as into their own DC scheme, the final pension would still be lower in the personal pension scheme. Asset risk is not the only risk borne by DC scheme members and their dependants. They also bear some of the other types of risk, namely, ill-health, disability and death-in-service. In DB schemes, these risks exist, but are typically carried by the scheme sponsor. In DC schemes, protection against these risks has to be purchased directly by the member as additional insurance policies.
Nevertheless, Table 5 shows that, as long as individuals join a DC scheme at a sufficiently early age and maintain their contribution record over a sufficiently long investment horizon (and so get the benefits of compounded returns), a decent pension in retirement can be achieved for a modest contribution rate. The table indicates that a 25-year old male can expect a pension of two-thirds of final salary (the maximum available from a DB scheme in the UK) with a total net contribution rate of just under in practice, is that total contributions into them tend to be much lower than with DB schemes. In a typical DB scheme in the UK, the employee's contribution is about 5-6 per cent of employee earnings, while the employer's contribution is double this at about 10-12 per cent. 29 The size of the employer's contribution is not widely known among employees; and, to an extent, the size of the employer's contribution is irrelevant from the employee's viewpoint, since the pension depends on final salary, not on the level of contributions. This is not the case with DC schemes where the size of the pension depends critically on the size of contributions. When personal pension schemes first started in the UK in 1988, most employers refused to contribute anything towards these schemes and many workers were not fully aware of the penalty in terms of the reduced pension they were incurring as a result of foregoing the employer's contribution.
All new occupational schemes being established in the UK are DC schemes. The average employee contribution into such schemes is 3 per cent, while the average employer contribution is again double at 6 per cent (although some employers only match the employee's contribution). 30 Total contributions into occupational DC schemes are therefore to provide an income stream that can be used to pay the annuity. 35 Even worse, the market for deferred annuities is extremely thin, particularly at distant starting dates (where the market is virtually non-existent). Where deferred annuities are available, they are very poor value for money. Deferred annuities are particularly important in the case where a DB scheme is wound up, say, as a result of the insolvency of the sponsoring company. The assets of the scheme, which is often in deficit at the time (since the company, recognising its serious financial position, usually ceases making contributions into the scheme some time before the insolvency is formally declared), are insufficient to pay the current and future pension liabilities in full. In the past, the residual assets in the scheme were used to buy non-profit policies for current pensioners and deferred annuities for deferred pensioners. But fewer and fewer insurance companies are willing to sell deferred annuities because of the uncertainties attached to forecasting mortality improvements.
Insurance companies use the government bond market to protect themselves against both interest rate and inflation risk. When an insurance company sells a level annuity it uses the proceeds to buy a fixed-income government bond of the same expected term as the annuity (typically 15 years) and then makes the annuity payments from the coupon payments received on the bond. Similarly, when an insurance company sells an indexed annuity, it buys an index-linked bond of the same expected term as the annuity; few, if any, insurance companies sell indexed annuities with expected maturities beyond that of the most distant trading indexed-linked gilt. As a consequence, interest and inflation risk are transferred to the annuitant. If a DC scheme member retires during an interest rate 11 per cent of earnings. The required contribution rate rises sharply with age, however. Someone joining at 35 would need a contribution rate of around 17 per cent, and by the age of 40, the required contribution rate is above the maximum permissible under the regulations establishing such schemes.
The distribution stage: Annuities
The weak tail of DC pension provision lies in the distribution stage and relates to the annuities market. The market for immediate annuities is highly concentrated: of around 200 authorised life companies in the UK, only about ten are serious providers of life annuities at any given time. 31 There are a number of problems facing both annuitants and annuity providers. 32 First, there is an adverse selection bias associated with mortality risk. This is the risk that only individuals who believe that they are likely to live longer than the average for the population of the same age will wish to purchase annuities. Secondly, mortality tends to improve over time and there can be severe consequences if insurance companies underestimate mortality improvements. Insurance companies add substantial cost loadings to cover these risks, something of the order of 10-14 per cent of the purchase price. 33 Thirdly, there is inflation risk, the risk that with level annuities, unanticipated high inflation rapidly reduces the real value of the pension. Fourthly, there is interest rate risk. Annuity rates vary substantially over the interest rate cycle. They are related to the yields on government bonds of the same expected term; and since these yields vary by up to 150 per cent over the cycle, 34 annuity rates will vary by the same order of magnitude. Finally, there is reinvestment or mismatch risk arising from an inadequate supply of long-maturing assets, such as government fixed-interest and indexed-linked bonds, thereby gaining from any rise in the stock market over the life of the options. However, there are very few providers of these products in the UK.
A possible solution for the post-retirement period is provided by variable annuities. These were first issued in 1952 in the USA by the TIAA-CREF. 37 In the UK, they are better known as unit-linked or with-profit annuities, but only a few insurance companies offer them. A lump sum is used to buy units in a diversified fund of assets (mainly equities) and the size of the annuity depends on the income and growth rate of assets in the fund. The annuity can fall if the value of the assets falls substantially, so there is some volatility to the annuity in contrast with a level annuity. But since the pension from a level annuity is based on the yield on gilts, it is likely that the pension from a variable annuity, based on the return on equities, will generate a higher overall income (assuming that the duration of the annuity is sufficiently great).
The Government could also do more to ameliorate these market failures in the private provision of annuities which arise, in part, from aggregate risks that are beyond the abilities and resources of private insurance companies to hedge. A number of proposals have been suggested recently. For example, in order to help the private sector hedge against inflation risk more effectively, the Goode Report (s. 4.4. 44) 38 suggested that the government introduce a new type of bond, with income and capital linked to the retail price index, but with payment of income deferred for a period. Such bonds were given the name 'deferred income government securities' (DIGS): they could be introduced with different starting and termination dates and would allow all deferred pensions to be indexed to prices. DIGS were never officially introduced, but the introduction of the trough (as happened in the mid to late 1990s), he can end up with a very low pension. Similarly, if a 65-year old annuitant chooses an indexed annuity, he will receive an initial cash sum that is about 30 per cent lower than a level annuity, and, with inflation at 3 per cent p.a., it would take 11 years for the indexed annuity to exceed the level annuity. 36 Since retired people tend to underestimate how long they will continue to live, most prefer to buy a level annuity and thereby retain the inflation risk. In 1995, as a result of falling interest rates, the UK Government was pressed into allowing income drawdown: it became possible to delay the purchase of an annuity until annuity rates improved (or until age 75, whichever was sooner) and in the interim take an income from the fund which remained fully invested.
However, until very recently, the insurance industry (especially in Europe) has been reluctant to offer products that help annuitants hedge the risks, especially interest rate risk, that they have been forced to assume. Yet a whole range of financial instruments and strategies is available to enable them do this. The simplest strategy, based on the principle of pound cost averaging, involves a planned programme of phased deferred annuity purchases in the period prior to retirement which must be of sufficient length to cover an interest rate cycle (say, 5-7 years). A more sophisticated solution for the pre-retirement period is protected annuity funds which employ derivative instruments. One example places a fraction (eg 95 per cent) of the funds on deposit and the rest in call options on bond futures contracts: if interest rates fall during the life of the option, the profit on the options will compensate for the lower interest rate. Another example places a fraction of the funds in bonds and the rest in call options on an equity index, critical task of determining the attitude to risk of the scheme member has been undertaken. This usually involves assessing the degree of risk tolerance of the scheme member. The greater the degree of risk tolerance, the greater the risk that can be borne by the scheme's assets and hence the greater the expected value of the pension fund at the retirement date. This can be explained in terms of the risk-adjusted expected value of the asset portfolio which is defined as the expected value of the pension assets net of a risk penalty, where the latter equals the ratio of the volatility of the fund's assets to the member's degree of risk tolerance. The higher the asset risk and the lower the risk tolerance, the greater the risk penalty. The fund manager's task is to maximise the risk-adjusted expected value. It is possible to increase the expected value of the pension assets by taking on more risk, but if too much additional risk is taken on, the risk-adjusted expected value will fall, especially if risk tolerance is low. The risk penalty shows the cost of taking on more risk.
Personal pension DC schemes in the UK are provided by financial institutions such as insurance companies, banks, building societies, unit trusts (ie open-ended mutual funds), investment trusts (ie close-ended mutual funds), and open-ended investment companies. The scheme provider will offer the scheme member a choice of investment vehicles in which the pension assets will accumulate, ranging from low risk (eg a deposit administration scheme), through medium risk (eg an endowment scheme from an insurance company) to high risk (eg a unit-linked scheme). The deposit administration scheme is targeted at a scheme member with a very low degree of risk tolerance, while the unit-linked scheme is targeted at a scheme member with a high degree of risk tolerance. gilt strips market in 1997 could help insurance companies construct them synthetically. Similarly, the introduction of LPI bonds would allow post-retirement inflation risk to be hedged more effectively.
But the main causes of market failure are the risks associated with adverse selection and mortality. Making second pensions mandatory rather than voluntary would do much to remove the adverse selection bias in the demand for annuities. 39 The Government could also help insurance companies hedge the risk associated with underestimating mortality improvements by issuing 'survivor bonds', a suggestion made in Blake and Burrows. 40 These are bonds whose future coupon payments depend on the percentage of the population of retirement age on the issue date of each bond who are still alive on the date of each future coupon payment. For a bond issued in 2000, for instance, the coupon in 2010 will be directly proportional to the amount, on average, that an insurance company has to pay out as an annuity at that time. The insurance company which buys such a security bears no aggregate mortality risk and, as a consequence, cost loadings fall. There is therefore much that could be done by both government and the insurance industry to improve the market for annuities which remain the weak tail in DC pension provision.
The management of the pension fund assets
DB and DC schemes are managed in very different ways.
DC schemes: Maximising risk-adjusted expected value
The optimal management of a DC scheme is fairly straightforward, once the employer's contribution rate) into the fund. In practice, there are usually some tolerance limits. In the UK, for example, it is permissible for the value of assets to vary between 90 per cent and 105 per cent of the value of liabilities (although the surplus and deficit valuation bases differ). If the value of assets exceeds the 105 per cent limit (on the statutory valuation basis), the scheme has up to 5 years to reduce the value to 100 per cent of liabilities (Finance Act 1986). The most common means of doing this is the employer's contribution holiday, although other means are available: an employee's contribution holiday, improved pension benefits or selling off financial assets, the proceeds from which are returned to the sponsor subject to a 35 per cent tax. If the value of assets falls below 90 per cent of the value of liabilities (on the MFR valuation basis), the scheme has three years to raise the value of assets to 90 per cent of liabilities and up to a further 7 years to raise it back to 100 per cent (Pensions Act 1995). The most common means of doing this is additional employer contributions (ie deficiency payments).
Secondly, if the assets in the pension fund are selected in such a way that their aggregate volatility matches that of the liabilities, then the surplus risk can be reduced to zero. This requires the assets in the pension fund to have both the same variance as the pension liabilities and to be perfectly correlated with them (although it is unlikely in practice that financial assets with these precise properties exist, unless governments in the near future begin to issue zero-coupon wage-indexed bonds). This, in turn, requires the assets to constitute a 'liability immunising portfolio', that is, a portfolio that immunises (or hedges) the interest rate, real earnings growth rate and inflation rate risks embodied in the pension liabilities. 43 However, it is arguable whether low-yielding deposits are a suitable investment vehicle for long-horizon investment programmes such as pension schemes. Other asset categories, such as equities, have, in the past, offered much higher long-run returns. Furthermore, equities may have high short-term volatility, but long-run returns have been much more stable. Investing in deposit administration schemes or bonds has been described as a strategy of 'reckless conservatism': these assets, while having stable capital values in nominal terms over short horizons, do not tend to have long-term returns that match the real growth rate in earnings. Despite this, surveys of personal pension scheme members in the UK and elsewhere tend to show that fear of short-term capital loss drives many individuals towards investment strategies that are recklessly conservative in the long run. Nevertheless, once a scheme member has selected a particular type of scheme, the fund manager's task is to choose the asset mix (between equities, bonds, property etc) that maximises the risk-adjusted expected value of the assets.
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DB schemes: Asset-liability management
The appropriate investment management strategy for pension funds running DB schemes is asset-liability management (also called surplus risk management). 42 This involves constructing a portfolio of financial assets that (together with promised future pension contributions) matches the pension liabilities in two key respects: size and volatility.
First, if pension schemes are always fully funded, so that assets are always sufficient to meet liabilities in full, then the surplus in the fund will always be zero. This can be achieved by adjusting the contribution rate (especially the possible outcomes, and, in the latter case, spells out the extent of the risks that the pension fund sponsor faces.
With stochastic modelling on the other hand, tools such as monte carlo simulation are used to prepare a distribution of possible outcomes for both assets and liabilities at the end of the relevant time horizon and the sponsor is presented with a range of contribution rates needed to achieve full funding over the period. The most sensitive factor in any stochastic ALM model is the size chosen for the equity risk premium, the projected excess return on equities over bonds. Small increases in this premium will tend to single large switches in the SAA in favour of equities and away from bonds.
There are two main uses of ALM. The first is to indicate the consequences of adopting any particular investment strategy. The second is to discover alternative strategies that increase the likelihood of meeting the fund's objectives. Proponents of asset-liability modelling argue that the strategy allows pension funds to generate higher returns without any consequential increase in risk. The modelling exercise might indicate, for example, that if current investment returns are sustained, there would be no need to change the employer contribution rate into the pension fund over the next five years. However, the worst-case scenario might indicate the employer contribution rate might have to rise by 10 per cent over the next five years. The exercise therefore allows the scheme sponsor to plan for this possibility. As another illustration, the modelling exercise might indicate that because a pension fund is maturing, it should switch systematically out of equities into fixed-income bonds (in the five or so years prior to Structuring the liability immunising portfolio is the most important part of determining the fund's strategic asset allocation (SAA). The SAA is usually determined by the funds' actuary or investment consultant. Given the nature of the fund's liabilities (which are typically indexed to real wage growth), the liability immunising portfolio during the early life (ie immature stage) of a pension scheme will contain a high proportion of equities and other 'real' assets such as property, on the grounds that, the shares of factors of production in national income tend to be relatively stable, so that the returns to capital (equity) and land (property) will over the long run match that on labour (real wages). The actuary's advice will be based on an asset-liability modelling (ALM) exercise. ALM is a quantitative technique used to help structure asset portfolios in relation to the maturity structure of liabilities. There are two common versions of ALM, one based on scenario analysis, the other besed on stochastic modelling. Both versions involve forecasts about how a pension fund's liabilities are going to accrue over a particular time horizon, that might be five, ten or 15 years ahead. To do this, assumptions concerning salary growth rates, staff turnover, and the age distribution and sex composition of the workforce have to be made. Then forecasts concerning the funding position of the pension scheme have to be generated. This involves making projections of future contribution rates and also assessing the value of assets in relation to accrued liabilities. These forecasts and projections can be made under different scenarios concerning likely outcomes. Typically three scenarios are adopted: most likely, best-case and worst-case. This provides a realistic range of
The investment performance of pension fund assets
Good or bad investment performance by DB and DC pension schemes have very different consequences for scheme members. With DB schemes, the investment performance of the fund's assets are of no direct relevance to the scheme member, since the pension depends on the final salary and years of service only and not on investment performance. The scheme member can rely on the sponsoring company to bail out the fund with a deficiency payment if assets perform very badly. In extreme circumstances, however, it is possible for a firm and possibly the scheme to become insolvent. Of course, if the assets perform well, the surplus is retained by the sponsor.
However, investment performance is critical to the size of the pension in the case of a DC scheme: scheme members bear all the investment risk in such schemes. Scheme members, especially personal pension scheme members, can find themselves locked into a poorly performing fund, facing very high costs of transferring to a better performing fund. In addition, the type of funds in which personal pension scheme members invest can and do close down and then the assets do have to be transferred to a different fund. In this section, we examine the investment performance of pension scheme assets, beginning with those of DC schemes.
Investment performance of DC schemes
The anticipated return in a high-risk investment vehicle must be greater than that in a low-risk investment vehicle, but there can be wide differences in realised returns, even for schemes in the same risk class. Blake and Timmermann 44 conducted a study of the investment performance of unit trusts in the UK, one retirement), which are more likely to meet pension liabilities with lower risk of employer deficiency payments; this is known as 'lifestyle' fund management (or 'age phasing').
Some fund managers are concerned that ALM gives an unwarranted role to outsiders, such as actuaries, in designing the strategic asset allocation. Actuaries have always had a role in determining the value of a pension scheme's liabilities. But with the advent of ALM, actuaries have begun to have a role in setting the long-term or strategic asset allocation over, say, a ten-year horizon. Some fund managers claim they are being reduced to the subsidiary role of determining tactical asset allocation (or market timing) and stock selection relative to this new long-term strategic asset allocation benchmark. However, not all fund managers are critical of the redefinition of their respective roles. Many fund managers have positively welcomed the formal separation of long-term policy decisions from short-term tactical decisions that ALM allows.
Another potential problem concerns the interpretation of measures of investment performance in the light of the technique. ALM justifies different pension funds pursuing different investment policies. For example, small, fast-growing funds might pursue very aggressive investment policies, while large mature funds might adopt more passive investment policies. This makes it very difficult to interpret a single performance league table drawn up on the assumption that all funds are pursuing the same objective of maximising expected returns.
Performance measurement services have begun to take this into account by constructing peer-group performance league tables, drawn up for sub-groups of funds following similar objectives. Performance measurement is now discussed in more detail. this to occur: the modal duration of trusts was 4.25 years (51 months), but the average duration was about 16 years. Across the unit trust industry, the average return on funds that survived the whole period was 13.7 per cent p.a., while the average return on funds that were wound up or merged during the period was 11.3 per cent p.a. This implies that a typical personal pension scheme member might find him or herself locked into an under-performing trust that is eventually wound up or merged into a more successful fund, experiencing an under-performance of 2.4 per cent p.a., over a 16-year period. This translates into a fund value that is 19 per cent lower after 16 years than a fund that is not wound up or merged. So it seems that in practice personal pension scheme members cannot rely on the markets to provide them with a painless way of extricating them from an under-performing fund. They have to do it themselves, paying up to one-third of the value of their accumulated fund in transfer charges.
The investment performance of DB schemes
There are about 150,000 small defined benefit pension schemes in the UK, most of the key investment vehicles for DC schemes. Table 6 shows the distribution of returns generated by unit trusts operating in the four largest sectors. These figures indicate enormous differences in performance, especially over the long life of a pension scheme. For example, the 4.1 percentage point per annum difference between the best and worst performing unit trusts in the UK Equity Growth sector leads, over a 40-year investment horizon, to the accumulated fund in the top quartile being a factor of 3.2 times larger than the accumulated fund in the bottom quartile for the same pattern of contributions. The 5.9 percentage point per annum difference between the best and worst performing unit trusts in the UK Smaller Companies sector leads to an even larger fund size ratio after 40 years of 5.3.
So personal pension scheme members can find themselves locked into poorly performing funds. But should it not be the case in an efficient capital market that systematically under-performing funds fail to survive and are taken over by more efficient fund managers? Lunde, Timmermann and Blake 45 investigated this possibility. They found that under-performing trusts are eventually merged with more successful trusts, but that on average it takes some time for Note: The first three columns are averages measured in percentages per annum for the sample period 1972-1995; the last column gives the ratio of fund sizes after 40 years based on the top and bottom quartile returns. The formula is (assuming the same contribution stream): The investment performance of UK defined benefit pension fund managers between 1986 and 1994 has been investigated in Blake, Lehmann and Timmermann. [47] [48] [49] The data set used covers the externally-appointed active fund managers of more than 300 medium-to-large pension funds with a mandate agreement to 'beat the market'. The UK pension fund industry is still highly concentrated and most of these active fund managers come from just five groups of professional fund managers (Deutsche Asset Management, Merrill Lynch Investment Management, UBS Asset Management, Schroder Investment Management and Gartmore Pension Fund Managers).
While the average or median performance has been very good over the sample period, important implications concerning the behaviour of fund managers can be derived from an examination of the distribution of this performance about the median. Table 7 shows the cross-sectional distribution of returns realised by the pension funds in the sample over the period 1986-94 in the most important individual asset classes as well as for the total portfolio. The semi-interquartile range is quite tight, below 2 percentage points for most asset classes and only just over 1 percentage with fewer than 100 members in each. Virtually all these schemes are managed on a pooled basis by insurance companies. There are about 2,000 large schemes, including 70 or so with assets in excess of £1bn each. 46 As indicated above, the investment performance of these funds is much more important for the scheme sponsor than for the scheme member. The recent history of the UK pension fund industry embraces a period of substantial deficiency payments in the 1970s (arising from the UK stock market crash in [1974] [1975] , and the build up of huge surpluses during the bull markets of the 1980s and 1990s and the decent again into deficits as a result of the 30 per cent fall in the UK equity market between 2000 and 2002. The surpluses enabled sponsors to reduce their contributions into their schemes (ie to take employer's contribution holidays). In other words, during the 1980s and 1990s, UK pension scheme sponsors benefited enormously from the investment successes of their fund managers. However, poor recent investment performance has encouraged a large number of employers to close down their final salary schemes and replace them with defined contribution schemes in which the scheme member assumes all the investment risk. 
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The UK pension system: Key issues Tables 7 and 8 together indicate how close the majority of the pension funds are to generating the average market return. The median fund generated an average total return of 12.06 per cent p.a., just 12 basis points short of the average market return, and 80 per cent of the funds are within one percentage point of the average market return. This suggests that, despite their claims to be active fund managers, the vast majority of UK pension fund managers are not only herding together, they are also closet index matchers.
There are some other features of UK pension fund performance worthy of point for the total portfolio return. This suggests evidence of a possible herding effect in the behaviour of pension fund managers: fund managers, although their fee is determined by their absolute investment performance, are appointed and evaluated on the basis of their relative performance against each other and therefore have a very strong incentive not to under-perform the peer-group. 50 The fund managers in the sample are active managers who have won mandates on the basis of promises to beat the market: they are not passive managers attempting to match the market. If they were genuinely pursuing active strategies, there would be a wide dispersion in performance as is observed in the USA. There is a tight dispersion of performance about a median. From this it can be concluded that the active fund managers are herding to avoid delivering poor relative performance (which puts their mandate at risk). Despite this, the difference between the best and worst performing funds is very large, as the last row of Table 7 indicates. We found that 32 per cent of the quartile containing the largest funds were also in the quartile containing the worst performing funds, whereas only 15 per cent of the quartile containing the smallest funds were also in the quartile of worst performing funds. These results confirm the often-quoted view that 'size is the anchor of performance': because large pension funds are dominant players in the markets, this severely restricts their abilities to out-perform the market.
The final result concerns the abilities of UK pension fund managers in active fund management, that is, in their attempts to beat the market in comparison with a passive buy and hold strategy. The most important task of pension fund managers is, as we have seen above, to establish and maintain the strategic asset allocation. This is essentially a passive management strategy. However, fund managers claim that they can 'add value' through the active management of their fund's assets. There are two aspects to active management: security selection and market timing (also known as tactical asset allocation). Security selection involves the search for undervalued securities (ie involves the reallocation of funds within sectors) and market timing involves the search for undervalued sectors (ie involves the reallocation of funds between sectors). The total return generated by fund managers can be decomposed into the following components: However, there was no evidence of persistence in performance for any other asset category or for the portfolio as a whole. Nor was there any evidence of persistence in performance over longer horizons than one year in any asset category or for the whole portfolio. This suggests that 'hot hands' in performance is a very short-term phenomenon. Secondly, there was some evidence of spillover effects in performance, but only between UK and international equities. In other words, the funds that performed well or badly in UK equities also performed well or badly in international equities. This suggests that some fund managers were good at identifying undervalued stocks in different markets. This result is somewhat surprising since the world's equity markets are much less highly integrated than the world's bond markets, yet there was no evidence of spillover effects in performance across bond markets.
Thirdly, there was evidence of a size effect in performance. Large funds tended to under-perform smaller funds.
about. Nevertheless, the industry and its decision-taking structures face forbidding challenges: an ageing population, unrecognisably different labour markets, shifting employer attitudes. In the world we now face, an ever-higher premium is likely to be placed on efficiency and flexibility. The review finds that savers' money is too often being invested in ways that do not maximise their interests. It is likely to follow too that capital is being inefficiently allocated in the economy. The review sets out a blueprint for change, to drive clearer incentives and tougher customer pressures throughout the savings and investment industry. ' The review identified the following main distortions:
-pension fund trustees, who are the very centre of the system, are being asked to take crucial investment decisions, yet many lack resources and expertise. They are often unsupported by in-house staff, and are rarely paid; -as a result, they rely heavily on a narrow group of investment consulting (mainly actuarial) firms for advice. Such firms are small in number, have a narrow range of expertise and little room for specialisation. Furthermore, their performance is not usually assessed or measured; -a particular consequence of the present structure is that asset allocation (the selection of which markets, as opposed to which individual stocks, to invest in) is an under-resourced activity. This is especially unfortunate given the weight of academic evidence suggesting that these decisions can be critical determinants of investment performance; -a lack of clarity about objectives at a number of levels. Fund managers are being set objectives which, taken together, appear to bear little coherent relationship to the ultimate objective generated by UK fund managers can be explained by the strategic asset allocation, that is, the long-run asset allocation specified by pension scheme sponsors on the advice of their actuaries following an ALM exercise. This is the passive component of pension fund performance. The active components are security selection and market timing (or TAA). The average pension fund was unsuccessful at market timing, generating a negative contribution to the total return of -1.64 per cent. The average pension fund was, however, more successful in security selection, making a positive contribution to the total return of 2.68 per cent. But the overall contribution of active fund management was just over 1 per cent of the total return (or about 13 basis points), which is less than the annual fee that active fund managers charge (which ranges between 20 basis points for a £500m fund to 75 basis points for a £10m fund).
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The Myners review of institutional investment
In March 2001 the HM Treasurysponsored review of institutional investment chaired by Paul Myners, Chief Executive of Gartmore, was published. 52 Its recommendations were immediately accepted in full by the Government. 53 The report called for a new approach to institutional investment, identified a series of current distortions to effective decision making, and suggested ways of tackling them.
In introducing his report, Paul Myners said:
'Our funded pensions system, our highly-developed equity culture and the professionalisation of investment in the UK are an enviable success story. I pay tribute to the commitment and dedication of institutions and their advisers in bringing this approach taken on corporate governance by the Cadbury (and later) codes. These principles would apply first to pension funds and subsequently to other institutional investors. As with the Cadbury code, they would not be mandatory. However, where a pension fund chose not to comply with them, it would have to explain to its members why not.
The proposed set of principles for DB pension schemes is as follows. explicitly consider, in consultation with their investment manager(s), whether the index benchmarks they have selected are appropriate; in particular, whether the construction of the index creates incentives to follow sub-optimal investment strategies; if setting limits on divergence from an index, ensure that they reflect the every defined benefit pension fund would be required to publish:
• the current value of its assets and in what asset classes they were invested • the assumptions used to determine its liabilities • planned future contributions • its planned asset allocation for the following year or years • the assumed returns and assumed volatilities of those returns for each asset class sufficient to meet the liabilities • a justification by the trustees of the reasonableness of both their asset allocation and the investment returns assumed in the light of the circumstances of the fund and of the sponsor • an explanation of the implications of the volatility of the investment values for possible underfunding, and a justification by trustees of why this level of volatility is judged to be acceptable; -pension fund surpluses. The Law Commission to be asked whether it can suggest greater legal clarity around the ownership of surplus pension fund assets, and reduction of the rate of tax on distributed pension fund surpluses; -private equity. Investment in private equity should benefit from the framework set out by the principles and from the replacement of the MFR. The review also made a number of proposals which take account of the special nature of private equity as an asset class for institutional investors, including changes to the maximum number of partners in a limited partnership and changes to the taxation of investments in limited partnerships. It also calls for the British Venture Capital Association to take action to improve transparency and disclosure about issues such as investment returns and compensation;
-when selecting funds to offer as options to scheme members, trustees should consider the investment objectives, expected returns, risks and other relevant characteristics of each such fund; -where a fund is offering a default option to members through a customised combination of funds, trustees should ensure that an objective is set for the option, including expected risks and returns; -schemes should, as a matter of best practice, consider a full range of investment opportunities, including less liquid and more volatile assets. In particular, investment trusts should be considered as a means of investing in private equity; -the Government should keep under close review the levels of employer and employee contributions to DC pensions, and the implications for retirement incomes.
In commenting on the proposed set of principles, Paul Myners said: 'The principles may seem little more than common sense. In a way they are -yet they certainly do not describe the status quo. Following them would require substantial change in decision-making behaviour and structures.' The report called for the industry to adopt the principles voluntarily within two years, but if necessary the government should legislate to require disclosure against them. The review made a series of other proposals. The main ones relate to:
-minimum funding requirement. The replacement of the MFR with a regime based on transparency and disclosure, under which pension funds would report publicly on the current financial state of the fund and on future investment plans. Each year, individual behaviour and characteristics, for example, how often someone changes jobs and their attitude to risk. The more frequently someone changes jobs and the more risk tolerant they are, the more appropriate it will be for them to choose a DC scheme. However, even if someone has chosen the appropriate pension scheme in principle, weaknesses in the design of their scheme can lead to lower pensions than otherwise need be the case. One illustration of this concerns investment performance: it affects the net cost to the sponsor of a DB scheme and the net pension benefit to the member of a DC scheme. It has been shown in this paper that, on average, UK pension funds have under-performed the market, and while there has been a wide dispersion of performance by individual fund managers, most of them appear to herd around the median fund manager. Furthermore, fund managers have not been especially successful at active fund management: virtually the same or better returns could have been generated if pension funds had invested passively in index funds. In addition, fund management costs would have been lower and the dispersion in returns across fund managers would have been reduced. Another example concerns charges. It is most unlikely that good investment performance can compensate for high charges, and we have seen that it is equally unlikely that above-average investment performance can be sustained for a significant period of time. Well-designed pension schemes would take these factors into account.
Some important policy conclusions emerge from this analysis. First, if governments want to see well-designed pensions in the private sector, they must provide an infrastructure that helps the private sector deliver these. The regulatory framework should be kept as -compensation. The level of compensation provided by the Pensions Compensation Board for non-pensioner members should be increased to cover not simply the 90 per cent of MFR liabilities as at present, but something closer to the cost of securing members' accrued rights (or the amount of the loss, whichever is the lesser); -independent custody. There should be a statutory requirement for funds to have independent custody of assets.
Conclusion
Over the last 25 years, governments have had two major impacts on pension provision in the UK. First, they have reduced the cost of providing state pensions by reducing the level of benefits from the state schemes. Secondly, they have encouraged greater and more effective private sector provision, although the Conservative and Labour Governments have done this in quite different ways. The Thatcher-Major Governments made private supplementary pension arrangements voluntary and used tax incentives to encourage consumers to join personal pension schemes, but they left it to the market to determine the structure and efficiency of these schemes. The result was schemes that exhibited very high front-loaded charges, because retail customers tend not to be skilled at assessing the cost-effectiveness of retail financial products. 54 In contrast, the Blair Government, recognising the market failure arising from poorly informed consumers, imposed restrictions on the structure of stakeholder pension schemes that helped to force economies of scale and hence lower charges.
The suitability of the two key types of private funded scheme, DB or DC, to particular workers depends on both some of these issues. For example, the new stakeholder pension schemes have an upper limit placed on the charges that can be imposed and this will effectively rule out the active management of the assets in such schemes; and, in the USA, the Government is considering a range of options for dealing with the growing burden of social security, including the establishment of individual privatised accounts and the investment of part of the Social Security Trust Fund in equities.
However, the greatest impediment to having a decent pension in retirement is inadequate pension savings made during the working lifetime. There is a strong case for arguing that only with sufficient mandatory minimum contributions into a funded pension scheme (with credits given to those on very low earnings) can a decent pension be achieved, but few governments seem willing to confront this issue; the UK mandatory minimum for the second pension (equal to the contracted-out rebate on National Insurance contributions of 4.6 per cent of earnings) is not sufficient to build to an adequate pension (as Table 5 showed) and the Welfare Reform and Pensions Act explicitly ruled out additional compulsory contributions.
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